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I. Introduction and Theoretical Framework

The evolution of economic models from close economy models to open economy models that answered new challenges posed by deepening integration of the world economy even though systematic was only gradual. Advancement of economic models came about by step-by-step development of models with internationally integrated capital markets and good markets. Trade and capital flows explicitly built-in in the model framework offered new insight into equilibrating mechanisms as well as policy responses of contemporary economies. Still, the element which is missing in a lion`s share of models employed to support policy-making in European countries (looking at models used by governments and central banks as well as independent institutes) is labour force mobility. It seems to stand in contrast with broadly recognized long-term goal of the EU countries to fully integrate all of their markets.
On the other hand, migration research is thriving in the labour economy area. Studies handling a problem of migration drivers grounded foremost in microdata and survey results are popping up with record frequency. However, these developments remain hardly seen by macroeconomists. The most frequently discussed questions concern the impact of immigrants on wages and employment opportunities of residents or on the wage structure. Hence, these issues are naturally at heart of public discussion they raise the most interest among researchers. 
The critical idea behind this project is to try to answer more general question about workings of economy with free labour force movements. In any attempt to do so, the key channels of impact of migration on economy should be distinguished, as any model may cover all of the processes in real economies. Moreover, migration as a phenomenon may be modelled in different ways. In general, treatment of migration should mimic some stylized facts. Among those, it should reflect the fact that consistently with income maximization of individuals generally tend to emigrate from poorer countries to richer. At the same time, what is observed it the apparent failure of migration to assure the wage convergence among two groups of countries usually explained by either high economic or social cost of migration. Finally, immigrants prefer to return home than to leave the host country for another foreign country. Similarly, if they are about to emigrate for the second time, probability that they would re-emigrate in the direction they had chosen before. 
In a nutshell, keeping the structure of the model in other areas as simple as possible the whole focus of the project is to see how in otherwise standard framework migration impacts the results. 
II. Statement of the Problem

Policy conduct in European countries is to a great degree based on models that does not explicitly treat migration as economic phenomena. When they generally enable to run simulations of labour force outflows or inflows these have to be defined as exogenous events. Henceforth realized and expected (based on the agenda of the European Commission) labour markets integration facilitates considerations about monetary, structural or fiscal policy impact on economies with free labour force movements where they are driven by endogenous mechanisms. 
III. Purpose of the Study

The aim of the study is to describe a framework for studying migration movements within a two country neoclassical model where labour force is allowed to freely move across the boarders. Framework should fulfil a narrow range of postulates. First, it should well correspond with neoclassical mechanisms, hence migration should be primary driven by expected gains and costs. Second, it should encompass basic stylized facts about labour markets like presence of nonzero unemployment rate and presence of wage rigidities. Third, it should be easily implemented in a standard dynamic stochastic equilibrium model (which should be desirably the final stage of the project). Pros and cons of different approaches are thoroughly discussed.
IV. Hypothesis

Migration is an endogenous actuality driven by income differences between countries. However, costs of migration are high enough to prevent excessive labour force movements between countries. These have two forms. There is a cost of movement representing transport cost and any cost a migrant has to bear once decision about migration is met. However, there is also the cost of lower rating of immigrants` skills in the host country. Even if there are no limits in skills transferability this originates in lack of country-specific experience, imperfect knowledge of employers about skills and education of migrant employees and language fluency.

Three approaches are developed to mimic evolution of labour markets with free movement of labour force. First, refers to the model of Ortega (2000). The basic idea of Ortega’s approach it to use a standards search and matching model framework and impose (ad hoc) higher profit margins on job created for migrants. He fails to match the wage increase on the source labour market.
Second approach is a modified two country search and matching model where unemployed are supposed to be able to look for job on the two labour markets. Moreover, assumptions of ad hoc higher profit margins on migrant jobs are released and replaced by information failures. In this framework, not only inflow of migrants reduces the average wage level (which is a prediction of Ortega’s model) but also outflow of migrants increases the average wage rate in an economy. 

Finally, structure of the labour market may be described as two-country two-sector labour market. Migrants even if eventually may enter primary sector abroad, just after the migration enter the secondary sector. For those in primary sector in the source country such a perspective may diminish expected gains from migration which explains relatively low workers mobility. Simplified as the labour market structure is, it is design to reflect basic laws governing migratory movements. Flows between secondary and primary sectors in each of countries are treated as dependent on the unemployment rate. Migration flows are in turn fully endogenous. Labour market participants compare their expected income on each of the market they are allowed to enter and choose the best option. Immigrants and residents in each of sectors are treated as close substitutes. Workers in secondary sectors are expected to have lower marginal productivity than workers in primary sector that explains persistent wage differentials between the sectors. 

V. The Design

The backbone of the exercise is to construct two country labour market models can be later used in a macromodelling exercises and study their properties. The labour market design should enable to track inter-country flows of labour. 
VI. Limitations and Delimitations

The clear limitation of the model is that it is specifically design to describe short-term effects of migration movements. It is able to give no insight into long-run consequences of migration. To prevent excessive complexity of the model no distortionary effects of fiscal policy apart from unemployment benefits are accounted for in the model. It is a clear disadvantage of the model, as dependence of migration on fiscal policy run in source and host countries seem hardly disputable. 
VII. Significance of the Study

The study is design to answer a range of questions about workings of open economies with integrated labour markets. It shall describe migration in macroeconomic framework and scrutinize its consequences for dynamics of economies and economic policies. Hence, it is well placed within a context of pursued European integration.
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